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INFORMAL  INVESTORS  IN  CANADA: 
THE  IDENTIFICATION  OF  SALIENT 
CHARACTERISTICS 

Executive  Summary 


Background 

Informal  risk  capital  is  capital  provided  by  private  investors  to  growing  small  businesses  Informal 
investment  is  the  primary  source  of  equity  capital  for  new  firms  and  for  firms  undergoing  early  stages  of 
expansion  Such  expansion  supports  most  new  job  creation  in  the  economy.  Facilitation  of  access  to 
informal  capital  would  have  several  benefits,  each  of  which  would  improve  the  viability  of  SME’s. 

•  It  would  sustain  the  expansion  of  growing  firms  and  the  attendant  job  creation 

•  It  would  enable  entrepreneurs  to  focus  more  on  the  development  of  the  operational  aspects 

of  their  businesses. 

•  It  would  incorporate  the  managerial  talents  of  informal  investors  into  the  business. 

•  It  would  allow  for  competitive  bidding  with  the  attendant  reduction  in  the  cost  of  equity 

capital. 

•  It  would  permit  larger  more  viable  start-ups. 

This  study  attempted  to  advance  knowledge  about  the  supply  side  of  the  informal  market  so  that  policy 
iniuafives  can  be  founded  on  a  stronger  knowledge  base.  Informal  investors  and  other  individuals  were 
surveyed  from  across  Canada.  Of  411  respondents,  279  were  informal  investors.  The  other  132 
respondents  provided  benchmark  data  against  which  the  responses  of  informal  investors  could  be 
compared.  The  findings  include  the  following: 


Patterns  of  Informal  Investment 

•  The  informal  market  is  a  local  marketplace  and  a  personal  marketplace. 

e  Interactions  among  investors  form  an  important  part  of  informal  risk  capital  investing 
decisions. 

•  Investments  were  uniformly  distributed  as  to  size  and  embraced  all  industrial 
sectors.  The  natural  resource,  manufacturing,  and  service  sectors  accounted  for 
more  than  half  of  all  investments. 

•  Investors  tended  to  be  male,  were  highly  educated,  had  previous  experience  at  the 
managerial  levels  of  new  firms,  were  among  Canada’s  most  wealthy  individuals, 
and  had  an  average  age  of  50. 

•  Informal  investors  demonstrated  more  risk  tolerance  than  did  less  wealthy  non¬ 
investors. 


Investors  protected  themselves  against  risk  by  diversifying  across  markets  and 
industries,  investing  as  members  of  syndicates,  involving  themselves  in  operating 
the  firms,  establishing  contractual  arrangements  and  covenants  with  the  other 
owners,  and  using  debt. 

Investors  expected  pre-tax  rates  of  return  averaging  approximately  51  percent. 
This  rate  is  consistent  with  rates  required  by  venture  capitalists. 

Investors  expected  to  hold  their  investments  for  an  average  of  6.35  years. 


The  Functioning  of  the  Informal  Marketplace 

•  Investors  had  little  use  for  impersonal  matchmaking  services  or  provincial  venture 
capital  corporations  such  as  Ontario’s  SBDC’s.  Investors  do  not  need 
matchmaking  services;  they  perceived  a  more  than  sufficient  deal  flow. 

•  The  potential  supply  of  informal  capital  is  vast,  but  remains  largely  untapped. 
The  gap  in  the  market  is  the  dearth  of  attractive  opportunities.  This  shortage 
results  from  the  perception  that  the  principals  of  firms  lack  managerial  abilities. 

•  Local  matchmaking  services  were  found  to  facilitate  informal  capital  formation 
because  of  the  screening  and  advocacy  in  their  operation. 

•  Investors  learn  about  potential  opportunities  primarily  through  personal  means  and 
(especially  for  distant  opportunities)  from  business  associates. 

•  References  from  business  associates  are  important  determinants  of  investment 
decisions. 

•  The  informal  marketplace  functions  at  a  high  level  of  efficiency;  communications 
and  syndication  among  investors  and  other  participants  occur  with  considerable 
productivity. 


Investor  Decision-Making  Process 

•  A  three-stage  process,  investors  reject  an  average  of  72.6  percent  of  proposals  out 
of  hand  and  an  additional  15.9  percent  after  initial  investigation.  Approximately 
one  proposal  of  40  results  in  consummation  of  a  deal. 

•  The  perceived  potential  of  the  product  and  industry,  the  perceived  backgrounds 
of  the  principals,  and  the  anticipated  financial  payoffs  were  the  primary 
determinants  of  investment  decisions. 


Motivations  of  Informal  Investors 


•  Three  broad  factors  directed  investors’  decisions  to  invest: 

•  expectation  of  financial  rewards; 

•  level  of  comfort  felt  about  an  investment;  and, 

•  the  degree  of  excitement  and  affiliation  associated  with  the  project. 

Psychological  Profiles  of  Informal  Investors 

Investors  tend  to  be  men  with  internal  locus  of  control,  very  high  needs  for 
achievement  and  dominance,  and  moderately  high  needs  for  affiliation  and 
autonomy. 

•  Investors  are  intrinsically  motivated,  highly  involved  with  their  work  and  their 
investments,  very  satisfied  with  their  jobs,  and  moderately  satisfied  with  their 
investments’  performance. 

Investors  report  high  levels  of  perceived  stress  and  cope  with  this  stress  by 
working  harder. 

Therefore,  to  improve  their  chances  of  attracting  informal  risk  capital,  entrepreneurs  should: 

•  present  the  investment  as  a  challenge; 

•  offer  investors  a  formal  leadership  position  in  the  organization  and  include 
investors  in  the  decision  making  process; 

offer  investors  such  non-monetary  incentives  as  learning  opportunities,  media 
attention,  etc.; 

keep  informal  investors  advised  on  an  on-going  basis  and  provide  them  with 
opportunities  to  contribute  more  than  money. 


Recommendations 

( 1)  For  intermediation 

Boards  of  Trade  and  local  economic  development  agencies  should  be  used  to 
house  intermediation  services. 

Intermediaries  ought  to  incorporate  well-known  minimum  ’listing  requirements’. 

•  Consideration  should  be  given  to  establishing  amendments  to  legislation  such  as 

"Regulation  D",  used  in  the  U.S.,  to  qualify  specific  types  of  investors  as 
’sophisticated’  and  exempt  them  from  prospectus  protection. 


(2)  Tax  Policy 


•  The  current  exemption  from  capital  gains  tax  is  not  particularly  effective  in 
prompting  informal  investment.  Investors  would,  of  course,  prefer  some 
exemption  to  none. 

•  Investors  suggested  such  additional  measures  (among  others)  as: 

•  reductions  in  corporate  taxes; 

•  the  elimination  of  capital  gains  taxation  on  the  proceeds  of  investments 
in  small  businesses; 

•  expansion  of  the  ability  to  write  off  investment  losses  against  income. 

Two  aspects  of  taxation  policy  were  problematic:  instability  occasioned  by  frequent  changes  to  tax 
regimes,  and  tax  benefits  that  distort  capital  markets. 


(3)  Investment  Vehicles 

•  Provincial  venture  capital  corporations  were  seldom  used  by  informal  investors. 
The  high  cost  of  compliance  and  the  bureaucratic  burden  were  cited  as  deterrents, 
especially  for  smaller  investments. 

•  Local  mumcipal  endeavours  were  found  the  most  effective  means  of  supporting 
the  informal  market. 

•  Local  intermediation  services  (often  including  a  matchmaking  facility)  have 
evolved  and  require  support.  A  national  conference  for  the  organizers  of  such 
services  would  provide  significant  benefit. 

•  Support  of  local  endeavours  is  the  most  effective  way  to  stimulate  incremental 
informal  investment. 

(4)  Addressing  the  'Gap' 

•  There  are  no  shortages  of  capital,  innovations,  or  entrepreneurial  ideas.  Access 
to  a  potentially  large  supply  of  informal  capital  can  only  be  facilitated  by 
reducing  the  deterrent  that  investors  perceive.  The  primary  deterrent  is  the  risk 
associated  with  financing  small  businesses  and  start-ups.  The  primary  source  of 
this  risk  is  the  pervasive  perception  that  the  principals  of  the  firm  lack  the 
managerial  skills  to  convert  effectively  an  innovation  or  idea  to  a  business 
opportunity.  The  gap,  then,  is  one  of  education. 

•  Based  on  these  results,  the  gap  that  needs  to  be  addressed  is  one  of  training,  of 
converting  entrepreneurs  into  managers. 
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